I. INTRODUCTION In 1971, Eric Stein published an account of the remarkable progress of the European Economic Community (EEC) toward a harmonized law of business corporations. 2 The progress was particularly striking from an American viewpoint, because the harmonization was achieved by moving toward the more rigorous of the various national standards, in contrast to the "race of laxity" 3 or "race for the bottom" 4 that has characterized the movement toward uniformity in the corporation laws of U.S. states.
At the time of Professor Stein's publication, most of the harmonization was in the form of proposals, rather than of laws in force. By 1984, nine directives for uniformity had been adopted in five sectors of corporate affairs. 5 These sectors may be summarily characterized as organization, capi- Council Directive 82/121/EEC, on information to be published on a regular basis by compa-talization, merger, accounting, and the extra disclosure requirements of companies whose securities are traded on stock exchanges. One major sector of corporate affairs, however, stubbornly resisted the Community's harmonization efforts. This was the area dealing with the composition and powers of the governing organs (in the United States, officers and directors) of the corporation. The same area has been the subject of debate during the past decade in the United States, 6 provoking the radical proposals of Ralph Nader and Christopher Stone,7 the bold reform bills of Senator Metzenbaum and Congressman Rosenthal, 8 and the discreet exhortations of the American Law Institute. 9 The present Article reviews briefly the foci of debate in the Community and analyzes the responses of law to parallel problems in the United States.
In the European Economic Community, the governing structure of corporations became the subject of the proposed "Fifth Directive," 10 which retained its ordinal even though it will be, if ever adopted, not less than tenth in order of approval.
This directive, as proposed by the Commission in 1972, contained two features that aroused major opposition. One of these was the two-tier structure of governance. The upper tier was a supervisory council, 11 which would select and remove executives, 12 and from which executives would be passim (1976) excluded. 13 The lower tier was a managing board composed of executives, which would conduct the ordinary business of the company without interference from the supervisory board. 14 The other major subject of controversy was the representation of employees in the supervisory councils of companies with 500 or more employees.15 Alternative modes of representation were specified. Under one, which resembled some provisions of German law, 16 at least one third of the supervisory council members had to be chosen by employees or employee representatives. 17 Under the other, which was analogous to some provisions of Netherlands law, 18 the supervisory council would appoint its own members, but shareholders and employees could veto the appointments by majorities of votes cast in their respective meetings. 19
These proposals aroused in Europe opposition fully as vigorous as they would have aroused in the United States. For eleven years they were debated, revised, redebated, and re-revised. 20 In 1983, the Commission put forward a revised Fifth Directive designed to appease its critics while achieving the principal objectives of the original proposal. 21
With respect to the supervision of managers, the Fifth Directive of 1983 offered a choice between the original two-tier structure and a one-tier structure in which a majority of the members would be nonexecutives. 22 With respect to the participation of employees in the supervision of large companies, the Fifth Directive of 1983 raised the threshold to 1000 employees 23 and offered an expanded variety of choices. It preserved the options based on the German model of election of one third to one half of the supervisory council members by employees, 24 and the Netherlands model of co-optation subject to objection by employees. 25 The elective method was extended to one-tier boards by requiring that employees should elect one third to one half of the nonexecutive members of these boards. 26 Another alternative, adaptable equally to one-tier and two-tier boards, relinquished the requirement of employee representation on supervisory councils, but set up a parallel council of employee representatives who would receive the same information and consider the same questions as the shareholder boards, but who would have only consultative functions. 27 Finally, member states could allow their companies to invent their own forms of employee representation by collective bargaining with labor unions. 28 In the United States, developments have taken a very different tum. The question of employee representation has not yet excited much debate, 29 but the establishment of independent supervision is the focus of considerable development and controversy. 30 On the side of supervision, the New York Stock Exchange requires that its listed companies maintain an auditing committee of nonexecutive directors. 31 The Corporate Laws Committee's Director's Guide of 1979 recommended exclusion of executives from committees on compensation and nomination, and maintenance of nonexecutive directors on the whole board. 32 By 1980, a majority oflarger corporations had majorities ofnonexecutive directors. 33 In 1982, a tentative draft of the American Law Institute declared that the law "should" require that a majority of the board members in the larger corporations 34 [Vol. 82:1459 tee inappropriate in all companies. 36 Choosing their own successors is among the prime responsibilities of executives, the Secretaries said. 37 The Business Roundtable, which is generally representative of chief executives, decries all legal requirements of disinterested membership on the board. 38 
II. THE INDEPENDENCE OF SUPERVISION

A. The Theory of Independent Supervision
A credulous reader of state corporation codes, federal proxy rules, and corporation reports could easily conclude that independent supervision of management is firmly entrenched at two levels. Shareholders elect directors and can remove them; 39 they receive information on corporate affairs from annual reports and proxy statements from registered companies; 40 if they fail to receive reports, or find the reports insufficient, they may inform themselves by exercising their rights of inspection. 41 Directors in tum appoint and remove officers, 42 and manage or direct the management of the corporation's business. 43 The reality is well known to be quite different. Most shareholdings in companies of all sizes are too small to justify individual shareholders' making the effort required to ferret out the facts and to organize a nonexecutive group to supervise executives. In large companies, the problem is complicated by the impracticability of reaching and persuading the tens of thousands of shareholders who would have to combine their forces to exert influence. As a result, most shareholders mark their proxies in favor of directors whom the managers have nominated. In the end, the managers have chosen their own supervisors.
Berle and Means estimated in 1932 that nearly two thirds of the largest corporations were controlled by the managers with no substantial input from shareholders. 44 (1933) . This source classified 44% of the 200 largest corporations as under "management control," meaning that managers controlled through proxy voting, without the aid of other devices. Another 21% were estimated to be controlled through a "legal device" such as a voting ees of the corporation or its subsidiaries; 45 they were consequently subordinates of the chief executive whom they nominally supervised. Today, most of the largest corporations have majorities of nonexecutives on their boards, 46 but there is no legal compulsion to do so.
Leading industrial countries outside the United States have required publicly held companies to provide for supervision of managers by nonmanagers. In Germany, where supervision is most fully developed, a supervisory council (Aefstichsrat) has been required since 1870. 47 In its modem form, this council hires and fires the managers, sets their compensation, and supervises their management. 48 But the council cannot undertake acts of management, and none of its members can be managers. 49
In France, supervision of managers was introduced in 1863, through officers called commissaires. 50 Although the term is usually translated as "auditors,"51 the tasks of these officers would be better conveyed by calling them "inspectors" or even "commissars." 52 Under the current law, they are specifically charged not only with verifying the accuracy of the information supplied to shareholders in the directors' annual report, but also with making sure that all shareholders receive equal treatment, notifying the shareholders of any "irregularities" discovered by them, and even notifying the State Prosecutor of any offense of which they have knowledge. 53 Great Britain has never required companies to set up an organ of continuous oversight, but has provided since 1862 for independent inspection of company affairs by a governmental agency known formerly as [Vol. 82:1459 shareholders, misfeasance, misconduct, or failure to give the shareholders "all the information with respect to its affairs which they might reasonably expect." 55 If the inspection reveals that the affairs of the company are being conducted "in a manner which is unfairly prejudicial to the interests of some part of the members," a court may make a variety of remedial orders. 56 The historic purpose of supervision in these systems has been the protection of property interests -primarily those of shareholders, but possibly also of bondholders and other creditors. 57 Since World War II, the suggested purposes of supervision have sometimes been expanded to include protection of general public interests. 58 In order to avoid confusing issues, this Article analyzes supervision first as it relates to property protection. A later part of the Article deals with modifying supervision to protect employee interests. The engaging question of supervision for other public interests is outside the scope of the present inquiry. 59 Provisions for supervision of management are based on two assumptions. The first one is that managers are normally competent, loyal and fair. They should be allowed to manage the business without pervasive intervention of supervisors. The German law specifically forbids the allocation of management powers to the supervisory board. 60 Although the Fifth Directive of 1983 lacks the express prohibition of German law, it distinctly assigns managerial powers to one board and supervisory powers to another in the two-tier system. 61 In the one-tier system, it specifies that the executive members of the board shall manage and the nonexecutive members shall supervise. 62 A similar division of functions is recognized in the Corporate Director's Guidebook of the American Bar Association's Corporate Laws Committee, 63 and implicitly by the authorization in the Delaware and Model acts for the board to "direct" rather than "manage" the business of 57. The duty to shareholders was generally implicit in the specifications of liability to the "company." But supervisory members could be liable under some circumstances to creditors or to liquidators for the benefit of creditors. An express recognition of other interests was the notorious injunction of the German Stock Corporation Act of 1937 to manage so as to advance the welfare of the enterprise and its personnel, and the general good of the people and the nation ("wie das Wohl the corporation. 64 The second assumption of the supervision arrangement is that some managers sometimes will lack competence or lose competence that they once had; that some managers would, if unrestrained, undertake imprudent expansions or make overgenerous arrangements for their own benefit; and that some would, on occasion, favor some sectors of security holders over others. In order to inhibit these deviations, and to deter them, supervisors are established who are sufficiently removed from management to view it objectively, and sufficiently powerful to decide who shall be managers and for how long.
The theory does not ignore the agency of other forces for good management. Managerial ethics is the most potent force, but ethics occasionally succumbs to vanity and ambition. Product markets and securities provide discipline, 65 but they sometimes offer rewards for mismanagement, as in manipulation of information for trading gains. Derivative suits provide deterrents to mismanagement, 66 but very irregularly and expensively. Supervision can be quicker and cheaper than derivative suits or market forces, and can fill gaps in managerial ethics.
The theory of supervision, as outlined above, is not immune to attack. If one were to accept without reservation some of the rosy descriptions of the discipline of the market, and the "market for control," 67 one might conclude that supervision is superfluous, although the authors of these descriptions do not seem to have gone quite so far. The main contention of these theorists is that the market will indicate to investors how much supervision is optimal. 68 Governments should not interfere with investors' freedom to choose the form and intensity of supervision.
The present Article does not pursue this intriguing question of legislative policy. Instead, it operates within the postulates of known corporate codes, all of which contain supervisory requirements; it examines the differences in the procedures and speculates on the consequences that are likely to flow from these differences ..
B. The Effects ef Independent Supervision
The practical effects of establishing a structure of independent supervi- 69 The most optimistic hypothesis is that corporations with independent supervision would enjoy a better selection of managers, wiser choices in major corporate actions, and greater impartiality in the treatment of various groups of investors.
A second possibility is that corporations with independent supervision would operate indistinguishably from corporations without it, because independent directors would be unable or unwilling to overrule or remove the managers.
A third eventuality is that corporations with independent supervision would operate less efficiently and less fairly than corporations without them. This could happen because nonexecutive directors would know less than executive directors about the enterprise and because the facade of supervision would block judicial control of mismanagement.
Puckish colleagues have suggested that these three alternatives be nicknamed the House of Commons model, the House of Lords model, and the Supreme Soviet model. Although these images illuminate some aspects of the alternatives, this essay will employ the less colorful terms, authoritative supervision, advisory supervision and deferential supervision.
The dominant variable in supervision, as in corporate management and in parliamentary chambers, will always be the quality of the supervisorstheir intelligence, their integrity and their courage. 70 Without these qualities in the supervisors, corporate structures are largely irrelevant. But corporate structures are relevant to the utility or futility of possessing these qualities. They are even more relevant to the impulse of executives to procure directors who have these qualities or directors who lack them. The following pages contain a discussion of circumstances that are favorable or unfavorable to the exercise of effective supervision.
I. Authoritative Supervision
Authoritative supervision is easily envisioned in a corporation in which, for example, all the shares are held in about twenty separate blocks of approximately equal size, and each block is worth $100,000 or more. Under these circumstances, the owners of each block have financial interests that are big enough to induce them to spend some time and effort protecting their investment. Since there is no public market in such a closely held company, the shareholders do not generally have the alternative of selling REv. 597 (1982) . "Heavenly City" is an allusion to the dream of a rational society recounted in C. BECKER, THE HEAVENLY CITY OF THE EIGHTEENTH-CENTURY PHILOSOPHERS (1932), and in a chapter in P. GAY, THE PARTY OF HUMANITY (1964). "Potemkin Village" is an allusion to false facades constructed by General Potemkin to please Catherine the Great in her tours of the countryside, as recounted by JOAN HASLIP, CATHERINE THE GREAT, 319-20 (1977 out at a fair price. Furthermore, they cannot all be chief executives. Lacking other means of protecting their individual interests, they are impelled to combine to obtain the best obtainable managers and to watch them closely. a. Dispersed holdings. As the facts diverge from this example, the probability diminishes that authoritative supervision by shareholder representatives will be exercised. As the holdings become more numerous and comprise smaller fractions of the share capital, the difficulties of corralling a coalition for the election of directors are aggravated. At the same time, the market is broadened, and the possibility of selling out instead of struggling becomes more attractive. As the value of the blocks decreases, the incentive to spend time and money on the corporation's affairs is attenuated. When shareholders stop making their own choices of directors, directors are chosen by the managers. For these reasons, the probability of authoritative supervision of management in the most widely held corporations is remote. This is the situation that has been characterized as "management control,"71 or as "managerialism." 72 Managerialism may be contrasted with "capitalism" in the early twentieth century sense of control by the suppliers of capital. 73 Although Berle and Means planted the inference that managerialism involves a subversion of the private property system, 74 some more recent writers contend that it is the essence of the private property system. 75 Their perpective is supported by theories about the "market for control," which brings enterprises into the hands of the managers who produce the greatest returns for investors. 76
In Germany, where the two-tier supervisory system originated, a number of practices and legal prescriptions tend to protect the supervisory board from being captured by the managers. Since most shares are embodied in bearer certificates, the issuing corporations have no way of communicating directly with most of the shareholders. They depend on the banks to obtain the proxies that are needed for shareholders' meetings. 77 The banks 73. WEBSTER'S INTERNATIONAL DICTIONARY (1932) defined capitalism (among other ways) as "An economic system in which capital or capitalists play the principal part . . . . " A capitalist was defined as "One who has capital; one who has capital for investment, or capital invested; esp., a person oflarge property which is or may be employed in business." The 1968 definition of capitalism omits any reference to capitalists playing a "principal part," and substitutes a reference to "private decision rather than . . . government control." Perhaps a new term such as "investorism" is needed to preserve the idea that was formerly embodied in "capitalism." Since the meaning of this term would not be readily recognized by readers, this do not solicit proxies to be exercised by the management's proxy committee (as in the United States), but proxies to be exercised by the banks themselves.78 Although the banks cast most of the ballots, the supervisors whom they elect are predominantly shareholders, with a sprinkling of banks' representatives, "experts" Qawyers, accountants, engineers, etc.), and others. 79 The banks that exercise the shareholders' proxies must tell the shareholders how they intend to vote if uninstructed, and follow the shareholders' instructions if any are given. 80 Unlike brokers who hold customers' shares in the United States, 81 they are free to oppose the managers' proposals if they have announced their intentions in advance and have not been instructed otherwise.
In practice, there is very little conflict between the banks and the managers; one can hardly tell whether the banks are accommodating the managers, or vice versa. 82 If, however, the managers should disagree with the supervisory board, they would have no means of going over the heads of their board with an appeal to shareholders. Although the law does not expressly say so, German jurists believe that managers are implicitly forbidden to participate in a proxy solicitation. 83
Whether independent supervision will have the same effects in other Community countries that it has in Germany is questionable, because of differences in proxy solicitation. One can be fairly certain that it would not work in the United States as it works in Germany, primarily because U.S. financial institutions would be unlikely to use their voting power as actively as German banks do, even if they had as many votes at their disposal. 84 rechtsvergleichender Sicht (II und Sch!uss), 22 AG 92-98 (1977) . In 16 of the largest companies in which no single shareholder had a large holding, 92% of the shares present at the shareholders' meetings were found to be voted by banks or investment companies. BERICHT 78. Although the corporation code speaks of proxies being given to a bank and exercised by the "bank," AktG § 135(1), 1965 BGBI I 1120 (W. Ger.), the bank must inevitably delegate the exercise of the proxies to an individual. The individual who votes on behalf of the bank must be an employee of the bank, unless the bank has no branch in the city where the meeting is held, and has notified the shareholder that it will be represented by a nonemployee. AktG, § 135(3).
79. C. VOGEL, AKTIENRECHT UNO AKTIENWIRKLICHKEIT -ORGANISATION UNO AUF· GABENTEILUNG VON VoRSTAND UNO AUFSICHTSRAT 120-28 (1980). A significant number of directorships are also held by representatives of governmental bodies that hold shares in "mixed economy enterprises." According to a government study of codetermination, a panel of representative nominations is usually prepared by the managing board (Vorstand b. Concentrated holdings. If some of the shareholdings are substantially larger than in the example sketched above, the probabilities are more complex. When the leader of the principal share block is not determined to be the chief executive, he is likely to induce active supervision by his own financial manager or by his nominees on the board. This situation probably existed in the Standard Oil Companies for several decades after the breakup of the original company. A historic example of its operation is illustrated by the forcing out of Colonel Stewart from the presidency of Standard Oil of Indiana, after he was indicted for perjury in connection with the Teapot Dome scandal. 85 The situation also existed in General Motors when the Du Pont Company held a dominant block of shares. 86 Although Du Pont may have influenced General Motors' choice of paints, lacquers, and upholstery, 87 General Motors was regarded as an exemplar of efficient management in many respects. 88 Contemporaneous examples of action led by holders of significant minority blocks of shares include Samuel Heyman's ouster of a chief executive of GAF Corporation on charges of mismanagement. 89 If the leader of the dominant block aspires to executive power in the company, independent supervision vanishes, because the holder of supervisory power has become a manager. The results may be excellent if the leader is talented, honest, and devoted to his job. The possible variations are suggested by the progress of the Ford Motor Company, which seemed to advance during the early years of leadership of Henry Ford II, but to slow down when the chiefs caprices led to rapid hirings and firings of Miller, Knudsen, and Iacocca. 90 Although the holding of a controlling block of shares may lead to efficient operation of the business, it has no particular tendency to produce fairness among groups of shareholders. 
company) may have induced Du Pont to make a favorable deal in the Christiana-Du Pont merger, at some expense to DuPont's other shareholders. 92 Consequently, the concentration of shares in a controlling block may be less favorable to the entire body of shareholders than relatively equal distribution of large blocks. But the latter arrangement is practically unavailable in most billion-dollar companies, so that single block control may be shareholders' best hope for active supervision.
Advisory Supervision
In most U.S. corporations, a majority of independent nonexecutive directors seems likely to produce no different effects than a minority. In either case, the presence of nonexecutives on the board is likely to be helpful.93 They will contribute viewpoints that are free of the biases of incumbent executives. Since most of them will have experience with other enterprises, they will bring additional observations to the attention of executives. Executives' desire to retain the outsiders' approval will exert some restraint on the self-serving exploits that might otherwise tempt them. But the independent directors will rarely if ever act to change the management. 94
a. The passivity of independent directors. The most likely behavior of nonexecutive directors who disapprove of the executives' course was dramatically illustrated in Bendix Company. When distinguished independent directors lost interest in Agee's program, they did not organize a movement to block or depose him; they resigned. There are good reasons for independent directors to act as the Bendix directors did. Fighting the management is enormously costly in time, energy, and personal relations even when it is successful. If unsuccessful, it brings about an enormous loss of prestige, which is a director's stock in trade.
The more conscientious an independent director is, the less likely he is to organize opposition to the management. Most independent directors (corporation executives, university executives or professors) have full-time obligations to other enterprises. To involve themselves in opposition to management would divert their energies from their primary loyalties. An independent director can be expected to take the risks and pay the costs of opposition only if he owes his primary loyalties to a large investor -if not a Rockefeller or a Du Pont, at least a Heyman. [Vol. 82:1459 elections of directors and votes on shareholder proposals, 99 they more frequently take opposing positions on defenses against takeover bids. 100 The question arises why financial institutions do not organize to supervise management before the takeover crisis arrives. 101 The statement that they find it easier to sell out than to fight is not satisfying. Many of their blocks are too large to sell without depressing the market. If the price of their holdings has been depressed by poor management, improving management might be more economical than selling large blocks of shares.
If a financial institution were to consider forming a group of institutional holders to supervise managers, its lawyers would have to advise it of a number of dangers. The mere formation of a group might require public disclosure under an interpretation of the Securities Exchange Act. 102 The announcement would imply a negative view of incumbent management, which might depress share prices, and impair the performance record of the financial institution, as measured by market values of its holdings.
If a group of institutions should be successful in installing directors of their choice, they would face additional complications. Their directors might be regarded as their deputies, so that the institutions' gains in shortswing trading would have to be surrendered to the corporation. 103 This would disable the institution from serving efficiently the interests of its own investors.
If the institutions were so successful that they installed a majority of directors of their choice, they might become "controlling persons" under the rules of the SEC. 104 As such, they would have prima facie liability for any securities violations of the "controlled" companies, 105 and would be forbidden to sell large blocks of their own holdings without a new registration. 106 The holdings of the entire group would probably be aggregated in anyone who sells on behalf of an issuer is classified as an "underwriter," and anyone who controls the issuer is classified as an issuer. Therefore, a broker who sells for a controlling person is an "underwriter," and sales by or through the broker are excluded from the broad exemption of 15 U.S.C. § 77d and are subject to the registration and prospectus requirements of 15 U.S.C. § 77e. United States v. Wolfson, 405 F.2d 779 (2d Cir. 1968), cert. denied, 394 U.S. 947 (1969). An exemption exists for sales in small amounts (known to the trade as "leakage") when a number of other conditions are fulfilled, but the limits are low enough to encum-determining the necessity of registration. 107 The deterrents to institutional activism posed by the Exchange Act (and the SEC's interpretations of it) present an ironic contrast with the purposes of another part of the Act -the proxy section. 108 This section imposes a heavy burden of disclosure to shareholders in solicitation of shareholders' preferences, presumably in order to establish shareholder control over managers.109 But most of the shareholders who are big enough to exercise any influence are deterred from doing so by the SEC's control rules. Whether institutions would exert greater efforts to control management if they were relieved of these deterrents cannot be known so long as they are impeded.110 But it seems clear that their avenue to authoritative supervision has been strewn with mines.
c. Potential impacts of activating control by .financial institutions. Although institutional activism in the choice of directors is unlikely to arise, an estimate of its consequences is relevant to the advisability of reforming the law to make it feasible.
On the positive side, institutionally-oriented directors would presumably favor managers who maximize returns to the institutions. 111 Since these returns would be in the form of distributions or price appreciation, or both, the same benefits would flow to all shareholders.
The negative aspects are more obscure. Although congressional investigators seem to view with alarm the concentration of financial power in institutional investors, 112 the nature of the dangers is not clearly articulated. One worry has been that officers of a powerful institution sitting as directors on boards of different companies may cause them to patronize each other rather than competitors, 113 or restrain competitors from competing. 114 These perils, if they exist, seem likely to be diminished rather than aggravated if numerous financial institutions combine to install their own nominees on boards, since a broader spectrum of interests would be represented.
Another concern about institutional investors has been related chiefly to institutions that combine trust and commercial banking functions. 115 One fear is that trust departments might use their voting power to direct the [Vol. 82:1459 business of portfolio companies toward the banking department. 116 The best antidote for this problem would be to facilitate voting by all institutional investors, so that none would have an advantage. A further fear is that commercial departments will pass confidential information to trust departments, which the latter can use for a trading advantage. 117 Since this danger is unrelated to institutional voting power, it has no bearing on the instant inquiry.
From another angle, institutional shareholders are criticized for being unresponsive to "social responsibility" questions such as pollution, labor relations, and apartheid in South Africa. 118 To a large segment of economic and juristic opinion this bias, if it exists, would be a virtue rather than a vice. 119 For those who favor "social responsibility," the question should be whether the total effect of increasing institutional influence would be positive or negative. One can reasonably suppose that the consensus of institutional managers would be less responsive than the impulses of some corporate managers, and more responsive than the impulses of some other corporate managers. One may also assume that institutional managers will give corporate managers some leeway to indulge their social concerns when the costs to investors are not noticeable. But one is left with the suspicion that influential institutional investors would be likely to block bold ventures in risking investor interests for the sake of employees, consumers, or neighbors. Social reformers may be right in guessing that they can obtain their objectives more easily under a regime of managerialism (the rule of managers) than under a regime of capitalism (the rule of investors).
A concern that the author has encountered more in private conversations than in published comments is that financial institutions are inclined to favor short-term gains at the expense of long-term advantages. They are said to favor tender offers or partial liquidations that offer a quick return in preference to long-term prosperity of the enterprise. Similarly, they are said to oppose constructive policies that will depress real or apparent earnings in the short term because of the negative effect of such policies on share prices.
Biases of this sort are likely to be shared in different degrees by different institutions, which have varying investment objectives. The more numerous the institutions participating in control, the greater will be the conformity of institutional interests to the interests of other shareholders. Even if a majority of institutions have a bias that diverges from the interests of other investors, their bias seems likely to be a wholesome counterpoise to the bias of managers toward saving their jobs and enlarging their domains.
.Deferential Supervision
Independent directors may be not only passive, but deferential. They may vote to approve or ratify whatever the directors propose, and never 116. E. HERMAN resign in protest because they value their relations with managers more highly than their own opinions or the interests of investors. Executives of large corporations can easily find lawyers, physicians, and officers of small corporations who will enjoy the honors and emoluments of directorships and who will respect the wisdom of their patrons.
Executives of the most visible corporations today do not seem to be filling their boards with deferential directors. On the contrary, they seem to value the prestige that they and their companies derive from having a board that contains some illustrious members. Executives probably value, too, advice that is contributed by directors who think for themselves.
Against these advantages of a free-thinking board, the executives will weigh the extraordinary blessings that deferential "independent" directors can confer on executives by absolving them from past and present transgressions.
a. Independent directors and derivative suits. Under a recent extension of the "business judgment rule," a derivative suit may be dismissed without determining its merits if a committee of disinterested directors has found that maintenance of the suit would not be in the best interests of the corporation.120 According to a Delaware refinement, the court will sometimes examine the circumstances of the committee's decision to determine whether the members inquired, were informed, and reached a decision that was reasonable on the facts available to them. But it will accept the committee's decision without examining its reasonableness if the board of directors that appointed the disinterested committee contained a majority of disinterested directors. 121
These cases provide the managers with a ritual that will insulate them from derivative suits. 122 The first step in the ritual is to elect to the board a majority of nonexecutives who have no significant financial interest in the corporation, and a deferential attitude toward the incumbent managers. The next step is to withhold important decisions from the whole board, so that a majority of the board will seldom have been implicated in a decision. The third step -to be taken when a derivative suit is filed -is to appoint deferential directors to a special litigation committee to consider whether maintenance of the suit is in the best interests of the corporation. The board may simultaneously authorize the special committee to recommend that the corporation demand any damages or restitution that the committee The court indicated that it would examine the merits of the litigation committee's decision in cases where making a demand on directors before suing was excused by complicity of a majority of directors who participated in the alleged wrong, but that the court would not examine the merits in cases where a preliminary demand had to be made because a majority of directors were disinterested in the subject of the suit. 430 A.2d at 784. [Vol. 82:1459 finds appropriate, or take other remedial action. 123 Under these circumstances, the committee could hardly doubt that it is able to solve the problems of mismanagement more advantageously than would a derivative suit prosecuted by the pesky lawyer who has filed it.
The principle of dismissal on the recommendation of "independent" directors has been embraced, with modifications, by the recommendations of the American Law Institute. 124 Under the Institute's formulation, the court will determine whether the litigation committee has offered a sufficient justification for its conclusion. 125 But it is the sufficiency of the report, rather than the merits of the suit itself, that the court evaluates. 126 The rule places a high premium on the casuistry of the committee's report-writers.
b. Independent directors and the validity of transactions involving conjlicts of interest. Notwithstanding developments in the dismissal of derivative suits, there are still some possibilities of bringing before a court the validity of transactions in which executives have a conflict of interest. One possibility arises when control passes to a new group via a takeover or sale of control; a second arises when the enterprise fails and a trustee in bankruptcy is appointed; a third arises when a plaintiff somehow surmountti the obstacles in the way of a derivative suit.
When a transaction involving a conflict of interest is challenged, deferential decisions of independent directors assume special importance. Most states have corporation code provisions on conflicts of interest, which declare that transactions are not invalid by reason of the conflict if (among other conditions) they are approved by disinterested directors. 127 Courts have generally held that these provisions do not validate transactions that are unfair to a corporation; they merely make validity tum on fairness rather than on absence of conflict. 128 "Fairness" in this context may be a very loose requirement; in one case, the Delaware court indicated that it (ii) The business justification advanced by the committee in its report warrants dismissal of the action, and in the court's independent judgment such justification (A) is not outweighed by the probable recovery or other relief that the court determines is likely to result from the litigation, (B) does not frustrate any authoritatively established public policy, and (C) is advanced in good faith .... meant the absence of a gratuitous gift or waste. 129 But the transaction must be, in the Delaware court's phrase, "objectively fair," 130 meaning presumably that the court compares values exchanged, rather than appraising the intentions or the reasoning of the independent directors. The extension of the business judgment rule that has been made in dismissing derivative suits 131 suggests that the judgment of independent directors might be given a similar effect in determining the validity of transactions affected with a conflict of interest. If this should occur, a selfserving transaction of the executives might survive a judicial attack because the independent directors could reasonably have believed that it was fair, regardless of what the court thinks. In Cohen v. Ayres, 132 the court seems to have glided unconsciously into this position by equating a ratification by independent directors with a ratification by shareholders. 133 The ALI re-. porters have embraced the test of what disinterested directors could reasonably believe to be fair to the corporation. 134 c. Effects on selection of directors. Executives select directors, or influence the selection of directors, for two main goals. One is for these directors' advice on how to run the company; the other is to protect themselves from liability and from losing the benefits of personal advantages.
One might suppose that both objectives would be served by selecting individuals with wide experience, high intelligence, and the courage to reach conclusions that differ from those of the executives. The directors who resigned from Bendix -including a chief executive of Mobil and two former United States cabinet members -seemed to fit this mold. 135 Similar directors might be expected to help the executives run the company wisely, and to dissuade them from pursuing courses that will result in their incurring liability or suffering annulment of their transactions.
If, however, courts refuse to examine the merits of transactions that have been approved by "independent" directors, executives will have a strong incentive to select independent directors who are unlikely to make use of their independence. Executives will have much to gain by filling the seats with agreeable and deferential individuals who will never doubt that the executives are right. Choices of this kind can make "independent" supervision more dangerous to investor welfare than inside directors, to 129. Gottlieb v. Heyden Chem. Corp., 91 A.2d 57, 58 (1952 134. Tent. Draft No. 3, supra note 9, at § § 5.08(a) & 5.08(c). The former paragraph implies that the director or officer does not violate a duty if disinterested directors could reasonably believe the transaction to be fair to the corporation; the latter implies that the transaction cannot be set aside if there was no violation of duty. Since the test is fairness to the corporation, there is no basis of attack on the basis of unfairness to minority stockholders.
135. See note 95 supra.
[Vol. 82:14S9 whose business judgment courts will not defer on conflicts of interest. 136 d. Promoting e.ffective supervision in the United States. Whether effec• tive supervision of management is possible in the United States for very large, very widely held corporations is debatable. It will not be brought about merely by electing a majority of directors who are "independent." That condition may even impair supervision, if courts continue to extend the "business judgment rule" to transactions in which executives have conflicts of interest. Effective supervision will not take place unless it is accompanied by additional measures to activate it.
The first prerequisite of effective supervision is to remove juridical risks that would deter any possible impulse toward activism on the part of financial institutions. Instead of busying itself with the demands of individual shareholders to circulate whimsical proposals at company expense, the SEC might turn its mind to liberating the large shareholders, who are presumably interested in maximizing returns, to exercise the powers that are entrusted to them by the corporation codes. This involves relieving them, at the least, from the duty to announce a coalition prematurely, 137 the liability to surrender "profits" on short-swing trades, 138 and the consequences attached to "control." 1 39
Since none of the provisions that create these risks is deliberately aimed at financial institutions' participation in supervision, the measures are susceptible to revisions which would permit financial institutions to play the role that corporation law assigns to shareholders. Concert to supervise management, as distinguished from concert to acquire shares, should be exempted from section 13(d) reporting. Financial institutions should not be considered to be directors by deputization under Exchange Act section 16(b) when their influence over directors is exercised by a combination of rival institutions. Under the same conditions they should not be deemed to be in "control," with the secondary liability and the inhibition on selling that accompanies that status.
Liberation of financial institutions from securities law risks would be only the first step forward. Institutions would still confront the formidable task of assembling a majority of votes. In the absence of cumulative voting, institutions could not put directors on the board unless holders of a majority of shares could reach agreement on a single slate of nominees. This would be a much more formidable undertaking in the United States, with its dispersion of financial institutions, than in Germany, where a half-dozen banks often vote a majority of the shares. 140 The ability of different groups of institutions to elect independent direc-tors without assembling a unified majority would be facilitated if every block of five or ten percent of the shares had the power to choose a director. This power could be given by the simple expedient of restoring the cumulative voting right, which was guaranteed by the constitutions of several states only a few decades ago. 141 The once-prevalent institution of cumulative voting has succumbed chiefly to the competition of Delaware. What other states might do if they were not afraid of driving away business is suggested by California's enforcement of cumulative voting in corporations of other states that have a majority of their economic contacts with California. 142 A secondary nemesis of cumulative voting has been the argument that rival forces on the board will destroy its effectiveness in managing corporate affairs. 143 This argument would have a good deal of validity in a corporation in which the board engages in management. But in most corporations, and especially the larger ones, management in the usual sense is carried on by executives acting singly or in small committees. This distinction was recognized by amendments of corporation codes in the 1960's to provide that the business of the corporation was to be managed by or under the direction of "the board." 144 If management decisions are made by a coherent group of executives, they will not be impeded by some difference and debate among the nonmanaging directors. Although debate will take more time than deference or passivity, it may be an indispensable cost of effective supervision.
Whatever may be the merits of these suggested methods of effectuating supervision, a harder problem is discovering forces that might lead to their adoption. There is no organized lobby for the reform of corporation law. Individual investors are widely dispersed, and most of them mistakenly assume that their interests are identical with those of corporate executives. Financial institutions perceive political hostility to increasing their power over enterprises, 145 and no gain in their institutional rewards for handling investors' money. Reformers who denounce the autarchy of executives expend their energies on impractical plans for the simultaneous representation of investors, employees, consumers, communities, and others.
If reform is to come about, it must come because a wide public, including far-sighted executives, become concerned with the efficiency of the United States industrial establishment. Inefficiency in the management of one enterprise raises the costs that other enterprises pay, in the same way that inefficient labor or burdensome regulation does. Executives as a group might see the advantage of effective supervision as a means of cutting down on the national waste that has become so conspicuous in takeover battles. The champions of employees' and consumers' causes might see increased efficiency as beneficial to them because it would swell the benefits available to all of the corporate constituencies. But no movement in this direction is visible on the horizon.
In the absence of effective supervision by financial institutions, the best chance for supervision lies in executives' voluntarily choosing directors who will exercise independent judgment about the executives' recommendations and decisions. Choices of this kind would be more likely to occur if "independent directors" were deprived of the power of absolution that is conferred on them by recent extensions of the "business judgment rule."
But the extensions of the business judgment rule will not be cut back unless other means are found for dealing with the problems that give birth to the extensions. The foremost of these is abuse of derivative suits by plaintiffs' attorneys who file suits on trivial grounds in the expectation of obtaining settlements and fee awards. This problem should be attacked at the source by reforming the practice of courts in awarding fees 146 or, more radically, by restricting the capacity to file derivative suits, as in Western Europe.147
Another problem that may have inspired the extensions of the business judgment rule is the astronomic liability that executives and directors could incur if the black-letter rules oflaw were allowed to operate. Since a palpable mistake in the management of a multibillion-dollar corporation would involve multimillions of dollars, the general theory of damages would make participating executives individually liable for the whole amount.
The extended business judgment rule offers an escape from this intolerable result, but at the cost of excluding most corporate decisions from any kind of judicial evaluation. A better approach would be to limit severely the damage liability of directors 148 while leaving the courts free to decide for themselves whether corporate transactions are valid.
The preceding discussion of measures that might enhance supervision In Great Britain, a single shareholder may petition for redress of prejudicial actions of the corporation, but will not be permitted to maintain a derivative suit on this ground unless the court finds that the petition is ''well founded." Companies Act, 1980, ch. 22, § 75. has omitted any mention of proposals to increase the input of small individual investors. One suggestion along this line would give equal voting power to each shareholder, equating voting power of the individual owner of 100 shares with that of the institutional owner of 10,000. 149 Another program would require institutional investors to consult their constituents and vote the institutions' shares in other companies as the institutions' shareholders or pensioners direct. 150 Upon analysis, these proposals seem to bear little relation to the efficiency or fairness of management. A small investor who would undertake to find qualified independent directors and organize a voting block to elect them would have to devote time and effort that would be worth more than his total investment. Small investor proposals are directed less to protecting investors' .financial interests than to shifting the balance of power on "social responsibility" issues such as recognizing unions, manufacturing munitions, and operating in South Africa. Since the present essay is limited to super_vision for investors' .financial interests, the small investor proposals fall outside its scope.
III. EMPLOYEE PARTICIPATION IN SUPERVISION
In several European countries, the venerable institution of supervision in the interests of investors is in the process of modification to reflect also the interests of employees. 151 Germany was the first to make a major modification, introducing employee representatives to supervisory boards as early as 1950. 152 In 1971, the Netherlands followed less radically by enabling employees to interpose a conditional veto on nominations to the supervisory board. 153 In 1972, the European Economic Community Commission recommended that employee representation be made mandatory in all member countries; 154 the 1983 proposal softened the requirement, but retained the conception of an employee voice in the supervision of management. 155 In the following pages, we will refer to all of these 149 (1981) . Under the Netherlands system, successors to supervisory board members are nominated by the incumbent members, and submitted to the shareholders' meeting and the employees' council for approval. If either body vetoes, the nominee cannot be appointed unless an administrative agency finds that the veto lacks sufficient cause.
154. Fifth Directive 1972, supra note 10, art. 4(2). 155. Fifth Directive 1983, supra note 21.
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A. The Theory of Codetermination
The theory underlying codetermination is often misunderstood by Americans. They are likely to visualize it (if at all) as a means of encumbering board meetings with union leaders who persist in pressing at board meetings the same insatiable demands that they advance in collective bargaining sessions.
The European conception is very different. Codetermination is viewed as a means of breaking out of the cage of two-sided confrontation into a fellowship of cooperation for common ends. It is based, as Clyde Summers has written, on the assumption "that workers and management in an enterprise have common as well as competing interests; and the employment relation is envisioned not so much as one of confrontation between workers and management as one of integration of workers in the enterprise." 156 Although workers have some interests that conflict with those of investors, the same is true of managers. Workers are at least as dependent on the prosperity of the firm as managers are; they may be more so, because they are less mobile. 157 The difference between the German model of codetermination and the Chrysler experiment of putting a union officer on the board 158 is emphasized by the ways in which the employee representatives are chosen under the German system. They are not selected by the management (as in the Chrysler case), nor appointed by the the union leaders, but chosen by an election in which all employees may vote. 159 Moreover, different sets of employees are represented by different delegates. White-collar employees (Angestel/te) and blue-collar workers (Arbeiter) have separate representatives, and employees with managerial functions (/eitende Angestel/te) have one of their own. 160 The resulting representation of nonunion employees was categorically rejected by the British labor movement 161 and perhaps others; the 1983 proposal of the EEC Commission omits any express requirement of separating employees by function. It retains a requirement of proportional representation for the protection of "minorities," 162 which presumably connote ethnic or gender classes, rather than job groups.
B. Codetermination in the United States
There is hardly any European idea that has received a colder reception in the United States than codetermination. Before Fraser's appointment to the Chrysler board, its use in the United States was rarely considered worth suggesting. 163 American executives do not live under the shadow of a militant socialism that drives European leaders to accept alternative alleviations of the class conflict. Labor leaders have traditionally opposed codetermination suggestions, either on the ground that labor directors would be seduced by management, or that their constituents would suspect them of being seduced.164 If they contemplated employee representation on the German model, which bypasses union machinery, they would probably be even more hostile. 165 A variety of legal provisions in the United States would impede U.S. corporations from adopting codetermination on any of the European models, even if they wanted to. 166 Corporation codes provide for election of directors only by shareholders 167 or, rarely, bondholders. 168 In accordance with these laws, the rare labor representative on boards must have been "elected" by the votes of the shareholders' proxies, not by the votes of workers. In fact, Fraser's directorship was offered to him by Iacocca, the company president, who refused to consider giving it to any alternative labor representative. 169 Another possible obstacle to employee representation on the board is
C. Employee Share Ownership
Efforts to ally employees with management in the United States have usually taken the form of promoting employee share ownership. U.S. tax laws have been repeatedly revised in order to facilitate various forms of employee stock ownership plans (ESOPs). 178 The shares are usually held in trust, at least initially. In "registered" companies, the employees are entitled to instruct the trustee how to vote their respective fractions of the shares; but since the employees have no ready-made way of joining forces, trustees will probably give their proxies to the directors' committee just as the other dispersed shareholders do. 179 ESOPs seem to be designed more to elevate employees' concern with profits than to give them a voice in control. 180 Another avenue through which employees are gaining beneficial ownership of industry consists of pension funds. 181 If these funds were invested chiefly in shares of the same company that employs the prospective pensioners, they might have fulfilled the prediction of Peter Drucker's subtitle-"how pension fund socialism came to America." 182 But since ERISA, 183 most of the funds are diversified and are administered by financial institutions, whose passivity in relation to the management of the enterprises in which they invest has already been noted. 184 Since employees' financial contributions to corporate capital do not give them any effective voice in control, and U.S. law gives them no participation in internal governance, defense of their interests depends on the effectiveness with which their leaders confront corporate managers. This arrangement is presumably more gratifying to leaders on both sides than a more cooperative structure would be.
IV. CONCLUSION
The ten nations of the European Community appear to be moving toward structures of enterprise organization in which representatives of investors and of employees have effective powers over executives. The reinforcement of investors' supervision is designed to maximize executive competence, loyalty, and impartiality. The strengthening of employees' su- [Vol. 82:14S9 pervision is designed to move industrial relations away from bipolar confrontation toward mutual cooperation.
In the United States, the principal movements are in the opposite direction. Although "independent directors" are being named to corporate boards, the hobbling of institutional investors insures that the independent directors will make little use of their independence. Extensions of the business judgment rule increase the probability that independent directors will reinforce the autarchy of corporate executives.
With respect to employee participation in supervision, there is not even a semblance of interest in the United States. Corporation and labor laws alike are designed to exclude employee interests from being represented within the corporate decision-making structure.
The result of the developments in United States law is to widen the gap between the governance of business enterprise in Europe and the United States. While Europe is enhancing the participation of both capital and labor in corporate decision making, the United States is moving toward the exclusion of both forces from expression within the enterprise. Capitalists are increasingly left to the protective force of the euphemistically designated "efficient market." Labor is awarded the opportunity of protecting itself by the force of organization, and the threat of strikes. Both tendencies magnify the role of "leaders" who may be expected to identify the interests of their constituents with strengthening their own powers.
Whether these tendencies enhance or diminish the productivity of U.S. enterprise may never be known, but will surely be debated in 1984 and beyond.
